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MAXIMIZING RISK-ADJUSTED RETURNS

Warren Buffett’s first rule of investing is to not lose money. His second rule is not to forget about the first 
rule. For those of you that have been with us for years, you have heard us talk a lot about maximizing 
risk-adjusted returns. Our deep value strategy is designed to utilize a variety of tools to position ourselves 
towards generating better than average long-term returns across market cycles.

Over the last eight years since the Financial Crisis, many market participants took quite some time to
get out of the fog and fear that was brought on by that financial cataclysm. During those times of
peak pessimism, we at TTCM bet big going long the stock market, producing some of the top returns
of any investment company. We found a variety of compelling opportunities in various sectors and
had the conviction to invest for the long-term, against the tide of those that focused only on
short-term concerns.

We are probably best known for the large positions that we took in financial companies 
such as AGO, MBI, MS, BAC, C and AIG. All of these were huge winners and represented 

considerable portions of our investment portfolios.

While many market pundits and analysts considered these companies “un-investable” at the time we were 
throwing money at them, our analysis showed that we couldn’t envision a scenario where we would lose 
money. Now that these stocks have doubled, we see the same pundits pounding the table to buy these 
same “un-investable” names.

By buying stocks at large discounts to a conservative estimate of liquidation value, despite the highest 
capital and liquidity ratios in a generation, our downside was as close to nothing as any investment that we 
could find.

As we looked at the cost-cutting and strong credit metrics, we realized that as the troublesome legacy
assets became a smaller part of the overall financial picture these stocks had the potential to at least
double. They were also in one of the few areas that would benefit from higher interest rates, due to
the earnings leverage that they have via net interest margins and investment income.

Lesser known to those outside of TTCM, we also made a tremendous amount of money in other areas
such as European Telecoms, large cap technology, airlines, and auto manufacturers. As value
investors, we are willing to look anywhere at any securities that we fully understand, and that offer
the best risk-adjusted return potential. By concentrating our portfolios on positions with incredibly low risk 
and high return potential, we were maximizing our risk-adjusted returns in a very powerful manner. It is 
important to understand that there are always tradeoffs in the investment world.

While our focus on minimizing permanent losses of capital and attempting to generate the largest returns
makes sense for our clients, the short-term tradeoff can entail increased volatility. Many market
participants wrongfully equate volatility as being equal to risk; as opposed to what it is, which is the
movement of short-term market prices. Stock prices change every single business day, while the 
underlying businesses change value at a much slower rate. Because the average stock price can easily 
change by 50-60% on any given year, the prudent investment analyst can buy stocks as the prices get 
much cheaper than net asset value, and sell as they appreciate past net asset value.

Investing in the financial markets involves risks. Past performance is not indicative of future results. Options are not 
suitable for all investors. 



MAXIMIZING RISK-ADJUSTED RETURNS

This is the basis of value investing, and the concept of only investing with an adequate 
margin of safety is one major way that we maximize risk-adjusted returns.

A second way that we maximize risk-adjusted returns is by selling long-term put options on value stocks. As 
you look at both the stock and bond markets, valuations are stretched to worrisome levels. Recent inflation 
numbers seem to indicate the interest rates might head higher at a more rapid rate than what most market 
analysts seem to be pricing in. If this does indeed occur, it would cause considerable damage to current 
bond prices, and would likely result in the market assigning a lower P/E ratio to stocks. This is one reason 
why I believe that market returns for many mutual fund or index fund investors are likely to be less than 5% 
per annum on average over the next 3-5 years.

There is also a very real probability that returns will actually be negative for these passive investors that 
believe it is wise to be 100% long the market in spite of valuations being at such elevated levels. The same 
type of analysis that told me that our stocks were undervalued in the past, tells me that stocks and bonds as 
a whole, are overvalued. Given this backdrop, we are positioning our portfolios to thrive via a dynamic 
strategy.

At, TTCM, we are utilizing our fundamental analysis to identify the few securities that continue to trade at a 
large discount to their intrinsic value. In addition to owning these stocks, we are selling long-term puts often 
out of the money. What this means is that we are collecting a fixed premium for accepting the risk of owning 
stocks that we want to own at cheaper prices. If the stock expires above the strike price of the puts that we 
have sold we keep our premium, which is usually a very attractive annualized rate of return, which is in 
excess of what we expect either stocks or bonds to achieve.

Our “worst” case scenario is that we will end up owning these stocks, which we are bullish on anyways, at a 
much larger discount to prices that we could buy them at currently. In this “worst” case scenario, we actually 
are positioning ourselves for the maximum upside potential because then we get 100% of the upside 
potential via owning the stocks. At the prices at which we would acquire them, the risk-adjusted return is far 
better than what it would be if we bought at current prices.

This is a powerful strategy that very few managers or advisors use. There are even times when we are 
selling January 2019 options, because as we invest further out in time the premiums we collect increase.

Since we are implementing these strategies on attractive businesses, which are growing 
intrinsic value, our margin of safety actually increases as time goes by.

On these longer-term options, we often are able to exit the positions long before expiration, allowing us to 
achieve far higher annualized returns than what we targeted initially. Below I’ll show you an example of how 
this can work.

In December, we sold January 18 $30 puts on a financial stock for about $4.00 per contract. At the time, the 
stock was just above $30, which we own as well. In this example, if the January 18 $30 puts expire worthless, 
our return would be $400 on a maximum risk of $2,600. The maximum risk is calculated by taking 100 
shares times the $30 strike price, and subtracting the premium that we collected. $3,000-400=$2,600. This 
$400 would create a return of roughly 15.4% on the maximum risk of $2,600. 

Investing in the financial markets involves risks. Past performance is not indicative of future results. Options are not 
suitable for all investors. 
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The maximum risk is calculated by taking 100 shares times the $30 strike price, and subtracting the 
premium that we collected. $3,000-400=$2,600. This $400 would create a return of roughly 15.4% on the 
maximum risk of $2,600. This is far better than what I expect the market to do on average over the next 3-5
years and in the worst case where we end up owning the stock at a breakeven of $26, I believe we would 
have the opportunity to easily make 50-100% on our money as the stock appreciates over the next 3-5  
years.

On a risk-adjusted basis, this strategy is very safe.

Since selling the puts in December, the stock has climbed by quite a bit and now the Jan 18 $30 puts are 
selling for $0.96. This means that we have an unrealized gain of $304 out of $400, or 76% of the target profit, 
in about 1/6th of the time that we had the potential to hold on to the option for. Our annualized returns are 
around 50%, instead of the target return of 15.4%. Now we have the choice of buying back the sold put and 
freeing up cash for a new investment, or keeping the low risk option to make the remaining $96 of profit. 
Ultimately, we will probably close out the puts and reinvest, but if you do the math, $96/2,904=3.3% That is 
25% better than what the 10-year Treasury is yielding and unlike Treasuries, we don’t have interest rate risk 
on that option. Even if the stock dropped by 20% from current prices by expiration, we would still be able to 
pocket that 3.3% if we did end up holding on to the option.

I know that this might be a little complicated, but we take great pride in openly communicating with
our clients and helping in the investment education process. This type of dynamic strategy gives us a
big leg up, in what is admittedly a much more risky investment environment overall due to valuations
and increasing interest rate risk. Usually, when people realize how selling put options on value stocks works, 
and how attractive it is, they ask me why everyone doesn’t do it.

There are several reasons:

Most people don’t practice value investing, or don’t have the acumen to properly analyze securities.

Many people don’t understand how the options actually work.

Many people don’t have the long-term discipline.

Many mutual funds, ETF’s, and most advisors don’t have the freedom within their companies to 
implement alternative strategies such as this! (This was a major reason I went off on my own and 
started T&T Capital Management.)

Investing in the financial markets involves risks. Past performance is not indicative of future results. Options are not 
suitable for all investors. 
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In summary, we always adjust our strategy to market conditions but maintain a strict focus on our deep 
value investment formula. By focusing on the fundamentals, we are agnostic as to whether we invest in 
stocks, bonds, options, warrants etc. All we care about is maximizing risk-adjusted returns for our clients’ 
hard-earned capital. I believe that volatility is likely to increase and that will create enormous opportunities 
for us.

Lastly, the biggest way that we could see this strategy underperform would be if the stock market went up 
at a rapid rate similar to the late 1990s bubble. We would still likely make attractive returns, but we would 
probably trail the overall market.

We are not interested in being long just because others are doing so, but instead want to 
protect and grow capital.

Chasing bubbles always ends terribly, just ask those that watched their technology holdings decline by 75% 
in the early 2000s. In a down, flat, or market up by 10% or less, I would expect us to outperform by a solid 
margin using the strategy that we are employing. As always, time will tell and nothing is guaranteed, but I 
can assure you that we will always deal with you in an honest and forthright manner! If you have any 
questions, or if I can assist in any way, please don’t hesitate to contact me directly at 805-886-8140.

Sincerely,

Tim Travis
CEO/CIO
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